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Students’ Department
H. P. BAUMANN, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.}
Examination in Auditing
November 13, 1930, 9 A. M. to 12:30 P. M.
No. 1 (10 points):
Under which, if any, of the following conditions would you permit interest to 
be considered a part of manufacturing cost and of inventory valuation? State 
the general governing principle. Give reasons.
(a) A manufacturing company in leasing its premises in lieu of a fixed rental 
pays the lessor a stipulated rate of interest upon his investment in the premises 
plus a royalty upon the quantity of products manufactured.
(b) A timber company, having held a tract of timber for a long period, has 
capitalized the interest upon the mortgage on the timber; and now, upon 
manufacturing the timber into lumber, proposes to write off depletion based on 
book values.
(c) A sugar plantation and factory, newly organized, has set up interest on 
money borrowed to raise its first sugar-cane crop as part of the cost of the crop 
during the two years required to raise it.
(d) A cocoanut-oil manufacturer buys copra in the Philippines, accepting in 
settlement an interest-bearing draft which is forwarded by the sellers to their 
bankers in San Francisco with bill of lading attached. The same copra could 
have been purchased f.o.b. San Francisco at a higher price.
Answer:
(a) The amount paid by the manufacturing company in lieu of a fixed rental 
should be charged to manufacturing expense to be applied to production during 
the period. Any inventory of merchandise produced and still on hand at the 
end of the period should include, as part of its cost, the pro rata share of such 
amounts paid in lieu of rent. The fact that the charge for occupancy of the 
leased premises is based upon “a stipulated rate of interest upon his invest­
ment in the premises plus a royalty upon the quantity of products manufac­
tured” does not change the nature of the charge from one of rent, which is a 
manufacturing cost.
(b) Whether or not the interest upon the mortgage on the timber which was 
held for a long period of time by the company should be capitalized is largely a 
question of policy. If this particular tract of timber was the only one held by 
the company, there could be no question of the propriety of charging the in­
terest paid on the mortgage as a part of the cost of such timber upon which 
depletion should be based. Otherwise, the company would find itself in the 
position of having incurred a profit and loss deficit before it began its operations 
—contrary to generally accepted accounting principles. If, on the other hand, 
the company held other tracts of timber, the same principle could be applied, 
inasmuch as each tract would, most likely, be treated as a separate unit of 
operation.
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(c) On the same principle of accounting as outlined in (b) above, the interest 
paid on money borrowed to raise the first crop of sugar cane, may be capitalized 
by the newly organized company; otherwise, it would find itself with a profit- 
and-loss deficit before it had reached the stage of selling its product and receiv­
ing income thereon.
(d) The interest-bearing draft accepted in settlement for the purchase of 
copra made in the Philippines, is only a method of payment, and is not a part 
of the cost any more than would be the payment of interest on a sixty day in­
terest-bearing note given at the time of a purchase made from a domestic 
seller.
No. 2 (10 points):
State how you would proceed in making a detailed audit of a bank.
Answer:
The auditor should obtain control of the cash and the securities and should 
keep the total thereof under control until accounted for in full. This may be 
accomplished by distributing the staff and making the various cash counts and 
security verifications simultaneously, or by placing the securities under seal 
while the cash is being counted. Representatives of the bank should be re­
quired to be in attendance with all members of the accountant’s staff.
Since the cash will consist in part of cheques and other commercial paper to 
be deposited in other banks, the integrity of the cash balance depends upon the 
validity of these instruments. Hence, the auditor should determine whether 
any of the paper included in the cash count was later returned because of in­
sufficient funds or for any other purposes.
Accounts with other banks (including the Federal Reserve Bank), the clear­
ing house, and with state or other governmental agencies to protect trust funds, 
currency circulation, etc., should be verified by confirmations and reconciliation 
of the current accounts. If a complete detailed audit is required, and the 
number of depositors and bank loans is such that the cost would be prohibitive, 
it might be suggested that the procedure of securing confirmations from the 
depositors and customers, to whom loans had been made, be followed.
The collateral loans should be listed and the collateral examined, noting that 
such collateral has been endorsed or is accompanied by a proper power of 
attorney.
The securities representing the bank’s own investments should be examined 
and listed or checked against lists furnished to the auditor. These lists, of 
course, should be checked against the balances in the securities accounts.
The cashier’s cheques, letters of credit, certificates of deposit, etc., outstand­
ing at the balance-sheet date should be verified by checking against the stubs, 
and/or duplicate records, and by tracing their subsequent disposition. Es­
pecial attention should be directed to any of these items which are marked 
cancelled.
The stub books should be examined to determine whether or not any drafts, 
cheques, etc., have been removed from the back of the books and used for 
possible fraudulent purposes.
Detailed trial balances of the demand deposits, savings deposits, loans and 
commercial paper, and general ledger should be prepared.
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The other assets and liabilities, and the capital stock, surplus, and undivided 
profits accounts may be verified in the usual manner. The minutes of meet­
ings of the board of directors, executive or other committees should be read to 
see if any action taken by them was reflected in the accounting records.
Income on securities owned should be checked against the securities held to 
learn if all such income has been entered. All postings to the general ledger 
should be checked. The amount of footing of the journals, checking of post­
ings, vouching of disbursements and receipts will depend upon the system of 
internal check, the effectiveness of the bank’s own auditing department, the 
number of transactions, and the desire of the client.
No. 3 (10 points):
One of the duties of an auditor is to ascertain whether or not any liabilities 
exist which are not shown on the books. What procedure would you follow?
Answer:
The auditor, to ascertain that all liabilities of the business are accounted for, 
should proceed somewhat as follows:
(1) Secure confirmations from the banks or other fiscal agents of any amounts 
owing for loans, mortgage or bonded debt, notes discounted, etc.
(2) Request all creditors, to whom notes were issued during the year, to send 
a list of any notes (giving date, maturity, interest rate, names of 
makers and / or endorsers, and amount) held by them at the balance- 
sheet date.
(3) Study the minute book of the corporation to learn of any liabilities not 
recorded, and secure confirmations.
(4) If the client objects to the mailing of requests for confirmations to all of 
the trade creditors, the regular monthly statements received by the 
client from such creditors should be compared with the balances 
shown in the auditor’s list of such creditors. Any differences between 
the balances shown by the statements and those shown in the auditor’s 
list should be accounted for.
(5) Payments made subsequently to the date of the balance-sheet should be 
analyzed (if a satisfactory voucher system is not in operation) to learn 
whether any such payments were made on invoices applicable to the 
prior period.
(6) The unpaid invoice file should be examined to ascertain whether any 
applying to the previous period had not been entered.
(7) Accrued liabilities, such as accrued salaries, wages, commissions, taxes, 
legal expense, interest, etc., can readily be verified. The expenses 
     applying to previous month and payable the following one, such as 
telephone, telegraph, light, power, etc., must also be recorded in order 
to charge the period which received the benefit therefrom. The 
auditor should compare the kinds and amounts of the accrued lia­
bilities set up at the balance-sheet date, with those shown at the end of 
the previous period.
(8) A certificate should be obtained from the proper officer or partner stating 
that all liabilities, for the period or for any previous period, have been 
recorded in the accounts, and setting forth any contingent liabilities of 
the company not entered.
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No. 4 (10 points):
In auditing the accounts of a corporation for the first year of its existence 
what records and documents should be examined before starting on the regular 
books of account? State reason for each step.
Answer:
In auditing the accounts of a corporation for the first year of its existence, the 
auditor should examine the minute book and charter of the company.
From the charter he should learn, among other things, the date of incorpora­
tion, the purpose of the company, and the authorized capital stock by classes. 
The auditor should examine the capital stock accounts in the general ledger to 
learn whether such accounts appear in accordance with the authority granted 
by the state in the charter issued to the company.
He should expect to find in the minute book such information as the names 
and addresses of the subscribers with the amounts of the different classes of 
stock subscribed, method of payment of subscriptions (if in property, the kind 
and value of the same), the names of the directors and officers of the company, 
authority to purchase plants, equipment, other corporations or businesses, 
commitments for future deliveries of goods, declarations of dividends, pay­
ments of bonuses, settlements of litigation, reserve appropriations, setting forth 
of appraisals, etc. If authority is delegated to an executive and/or finance 
and/or any other managerial committee, the auditor should examine the 
minutes of the meetings of such committees. The purpose of the examination 
of these records is to learn whether the actions of the directors, etc., have been 
expressed in the accounting records, and to ascertain the authority for transac­
tions of unusual nature or of major proportions.
No. 5 (10 points):
The following certificate was appended to the consolidated balance-sheet of 
the Blank Corporation and its subsidiaries:
We have examined the books and accounts of the Blank Corporation and its 
domestic and South American subsidiaries and affiliated companies for the year 
ended December 31, 1929, and have had submitted to us the audited state­
ments of the remaining foreign subsidiary companies. The assets and lia­
bilities of subsidiary companies other than the South American companies are 
embodied in the above balance-sheet. South American and affiliated com­
panies are treated as investments. In accordance with the decision of the 
directors, no charge for depreciation of plants was made during the year. We 
certify that upon the foregoing basis the balance-sheet is in our opinion cor­
rectly prepared so as fairly to set forth the financial position of the companies at 
December 31, 1929.
What qualifications are there in the above certificate?
Answer:
The qualifications in the certificate appended to the consolidated balance- 
sheet of the Blank Corporation and its subsidiaries are:
(1) The books of certain foreign subsidiary companies were not audited by 
the certifying auditor who used in the consolidated balance-sheet, such amounts 
of assets and liabilities as were shown in the reports furnished by other auditors.
(2) The assets and liabilities of the South American subsidiary companies 
were not included as such in the consolidated balance-sheet. The investments 
in such companies were shown as investments. No reason appears to explain 




(3) Depreciation was not provided for during the year under review, result­
ing in an understatement of the surplus account as shown in the balance-sheet.
No. 6 (10 points):
The Y Corporation on December 31, 1929, shows the following balances in its 
accounts with banks:
First National Debit balance...................... $20,000
Second National Overdraft............................ 5,000
Fifth National Debit balance...................... 10,000
Total agreeing with cash account..................... $25,000
State how you would show these balances on your balance-sheet and explain 
why.
In what circumstances would you modify your decision?
Answer:
As the balances given in the question are book balances and do not consider 
any outstanding cheques drawn, but not paid by the banks, the actual balance 
at the Second National Bank may not show as an overdraft. In any event, a 
cheque drawn on either of the other banks could be deposited with the Second 
National Bank to make good the overdraft. Because of these possibilities, it is 
generally considered proper to show the net amount of the cash in banks as an 
asset of a going business.
Cash in banks:
First National Bank....................................................... $20,000
Fifth National Bank....................................................... 10,000
Total............................................................................ $30,000
Less—Overdraft Second National Bank........................ 5,000 $25,000
If the company was not a going business, or if the amount of the overdraft 
was in excess of the free balances in the other banks, the overdraft should be 
shown as a current liability, and the debit balances in the other banks should 
appear as assets. It should be noted, however, that some authorities make no 
exception to the treatment of overdrafts as current liabilities.
No. 7 (10 points):
The X Corporation was organized in 1914 with a capital stock of $10,000, 
paid in cash, and all owned by John Doe, unmarried and without dependents. 
By 1925 it had accumulated a surplus of $50,000. The capital stock was then 
increased to $50,000, and a stock dividend of $40,000 was declared and paid to 
John Doe. During the next four years the average profit from the business, 
after deducting a salary of $10,000 a year to John Doe as president and general 
manager, was $2,500 a year, so that on December 31, 1929, the net assets of the 
corporation were $70,000, represented by $50,000 capital stock and $20,000 
surplus, all of both being invested in plant and equipment.
In addition to the federal income tax, the corporation pays a state property 
tax of on the book value of its capital stock; and John Doe, of course, pays 
a federal normal tax and surtax on his salary plus other income.
In 1930, exasperated by the increasing taxes and the annual state and federal 
reports he must make on behalf of the corporation, John Doe consults his 
lawyer who advises him to liquidate the corporation by turning in his stock in 
exchange for the net assets, to surrender its charter, and thereafter to conduct 
business individually.
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You are engaged to supervise the accounting details of the proposed reor­
ganization, and your opinion of the lawyer’s suggestion is asked.
What would you advise, and why?
Answer:
If the corporation is liquidated during 1930, and the net assets are turned 
over to John Doe, the sole stockholder, for his capital stock in the company, 
Mr. Doe will receive taxable income represented by the excess of the “actual” 
value of the assets at the time received over the cost of his stock. The courts 
have held that “upon the dissolution of a corporation and the transfer of its 
assets to the sole stockholder who continues the business, the sole stockholder 
is subject to both normal tax and surtax upon the difference between the cost 
(or other basis) of the stock and the amount received in liquidation.”
The amount of the net assets which John Doe will receive from the 
corporation (considered as the “actual” value at the time of the 
liquidation) is................................................................................ $70,000
The amount paid in cash by him for the entire outstanding stock of 
the company was.......................................................................... 10,000
The taxable income resulting from the transaction would be the dif­
ference, or...................................................................................... $60,000
The tax on this income under the provisions of the capital net gain 
section would be, 12 1 / 2 of $60,000 or....................................... $ 7,500
In addition, Mr. Doe would be subject to tax on the salary paid to him by the 
corporation during the year 1930, upon the profits of the business operated as a 
sole proprietorship during the remainder of the same year, and upon any other 
income received by him during that same year. The amount of such tax can 
not be computed because all the necessary facts are not given in the problem.
The business, operated as a corporation, will be required to pay during the 
year 1930:
State property tax of 1 /4 % of $70,000 (the book value of the
capital stock).......................................................................... $350
Income tax to federal government: 
Taxable income................................................................... $2,500
Statutory credit...................................................................... 3,000
Remainder, subject to tax.................................................. 0
Total for the year........................................................... $350
The salary of $10,000, paid to John Doe, is a deductible expense to the cor­
poration, and therefore not taxable to it. While Mr. Doe is required to report 
it in his tax return as salary, he would, however, be required to report the entire 
income of the business (if operated as a sole proprietorship) before his salary 
and/or drawings were deducted, or $12,500. In other words, Mr. Doe’s in­
come from the business would be reported at $2,500 more than is now reported, 
resulting in an increase in the amount of tax payable, not only because of the 
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increase in the amount of income received, but because the additional income 
would be subject to tax at higher rates. Mr. John Doe should be easily per­
suaded to continue to operate the business as a corporation, if the above points 
showing the savings in taxes were presented to him.
No. 8 (10 points):
You are auditing the accounts of a restaurant and find that the cost of food 
supplies is too high in proportion to the receipts from sales.
The restaurant is on the street level of an office building in a busy district of 
the city. There are four entrances to the restaurant, one on each of three 
different streets and one from the office building. There is a receiving cashier 
at each entrance, and cash registers are used. All meals are served at tables 
and bills are given to customers who make all payments to the cashiers. The 
kitchen is separated from the dining-room, and two doors are used for service 
both ways. As the restaurant is open 16 hours daily there are two shifts of 
employees.
The kitchen manager, who buys all food supplies, contends that the kitchen 
has issued more meals than have been accounted for in the receipts.
You are asked to suggest a method by which all food taken from the kitchen 
can be accounted for more exactly. The method suggested must not increase 
the expense, it must not affect the speed of service in rush hours, and the 
number of entrances must not be reduced.
What would you suggest?
Answer:
The question states that expense must not be increased nor the speed of the 
service affected by changes. This, therefore, precludes the thought of having 
checkers at the two entrances to the dining room to check and stamp the cus­
tomers’ bills. The following procedure could be adopted:
(1) Cause all bills to be prenumbered.
(2) Have the customer write out his own order on the bill before handing it 
to the waitress.
(3) Have the waitresses present the bill to the kitchen to obtain the food. 
Food consumed by employees should be entered on bills also, whether 
paid for or not.
(4) Account for all numbers either in paid bills or unused bills at the end of 
the day.
The method outlined would prevent, to a large extent, errors, intentional or 
otherwise, on the part of the waitresses when preparing the bills, and should 
account for all food served in sales, and as meals to employees.
No. 9 (10 points):
You are engaged to draw up a partnership agreement for a firm about to be 
organized. State at least ten important points to be covered in such an 
agreement.
Answer:
Ten important points to be covered in a partnership agreement are:
(1) The names of the partners.
(2) The name of the partnership.
(3) The date at which the partnership agreement is to take effect.
(4) The nature of the business to be conducted by the partnership.
(5) The location of the place of business.
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(6) The amount to be invested by each partner, covering in detail the pen­
alty for failure to meet the agreed upon contribution, and the adjust­
ment for any overcontribution of the stipulated amount, such as 
interest thereon. If interest is chargeable upon drawings, or allowed 
on capital accounts, it should be stated, giving the rates, and the dates 
at which it is to be entered.
(7) The nature and division of the work and authority of the respective 
partners.
(8) The “profit and loss” sharing ratio of the respective partners, and the 
dates at which such profits are to be determined.
(9) The amount of drawings or salaries to the partners, and a clear statement 
to the effect that the drawings or salaries are, or are not, to be de­
ducted from the profits before such profits are distributed to the 
partners.
(10) The expiration date of the agreement, if any. Provision should also be 
made as to the method to be followed in liquidating the partnership at 
its termination; if terminated upon the death of one of the partners, 
the agreement should set forth such points as the computation of the 
interest on capital accounts, and the method of determining good will, 
if any.
No. 10 (10 points):
In making a balance-sheet audit of the A B Corporation you have received a 
certificate, signed by the president and general manager, of inventory amount­
ing to $60,000, which you have tested to your satisfaction as to prices and 
clerical accuracy. Later before the close of the audit you discover that the 
corporation has filed an income-tax return showing an inventory of $50,000.
What will you do?
Answer:
The auditor is put on notice that the inventory valued at $60,000 by the 
company, should receive a more thorough verification than testing as to prices 
and clerical accuracy. Whether the discrepancy between the inventory used 
by him and that used for income tax purposes results from changes in prices 
and/or quantities should be learned, if possible. Inquiry should be made to 
ascertain whether a detailed inventory supporting the $50,000 valuation had 
been prepared; if such was the case, the auditor should obtain it for purposes of 
comparison with the detailed inventory of $60,000 furnished him.
A check of the recapitulation of both inventories should then be made to 
locate the section or sections in which the changes occurred; having determined 
the sections, the auditor should proceed with his analysis of the separate items. 
If the differences are changes in prices, these changes must be verified; if the 
differences are changes in quantities, the responsible person should be ques­
tioned and required to explain to the auditor’s entire satisfaction. As a further 
precaution, the auditor should examine the records subsequent to the date of 
the balance-sheet, tracing a sufficient number of items to satisfy himself that 
the adjusted amounts are correct.
If no inventory supporting the value of $50,000 is on hand, the auditor 
should make rather extensive tests of the quantities stated in the detailed 
inventory. If by the nature of the business and the character of the inventory, 
such tests are impracticable, or unsatisfactory, his certificate must be qualified 
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accordingly. If he is satisfied that the correct amount of the inventory should 
be $60,000, and that an inventory valuation of $50,000 was used in the income 
tax return, he should point out to the client, (1) that the books show the results 
of operations based upon an inventory of $60,000, (2) that an examining officer 
would readily see that the return filed was false, (3) that the company and 
officers signing the return would be subject to the penalties prescribed by law, 
and (4) that an amended return should be filed immediately.
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